
Understanding the Experience
of Converted New England

Savings Banks
by Jennifer L. Eccles and John P. O'Keefe

*

B
anking industry performance
and failure rates since the
mid-1980s have followed a

pattern that is tied closely to regional
economic conditions. The pattern be-
gins with increases in bank loan con-
centrations in areas related to a
region's growth, followed by deteriora-
tion in asset quality, earnings, and
capital when regional recessions ap-
pear. Moreover, rapid growth in bank
assets often accompanies the shifts in
portfolio composition.

These events were repeated by fi-
nancial institutions in New England.1

When the regional economy expanded,
many financial institutions grew rap-
idly, through increased lending (par-
ticularly in commercial real estate)
and/or acquisitions. The subsequent
collapse in real-estate prices, com-
bined with a regional recession during
the late 1980s and early 1990s, led to
the demise of numerous New England
banks.

Between January 1, 1990 and
March 31, 1994, 88 FDIC-insured
banks failed in New England, includ-
ing a large number of converted sav-
ings banks. Of these 88 failures, 47
were commercial banks and 41 were
savings banks. The 47 commercial
banks represented 17 percent of the
276 commercial banks operating in
New England at year-end 1989. The
41 savings banks2 accounted for ten
percent of the 396 savings banks at

year-end 1989; 17 of the 41 were
converted savings banks. The 17 con-
verted savings banks that failed repre-
sented 22 percent of the total number
of savings banks that converted to
stock form between 1984 and 1990
and the remaining 24 savings banks
that failed represented 7.5 percent of
all other savings banks.

While many studies of the causes of
bank failures have looked at the rela-
tionships among asset growth, portfo-
lio composition and bank-failure rates,
few studies have examined the influ-
ence of a related event in New England
in the 1980s: the large influx of capital
resulting from the conversion of many
mutual savings banks to stock form.3

There was a dramatic increase in the
number of conversions in New Eng-
land in the mid- to late 1980s, with a
majority (48) of the conversions of
state-chartered savings banks to stock
form occurring in 1986.

The total capital raised by con-
verted savings banks in Massachusetts
alone in 1986 was approximately $1.1
billion — enough capital to support a
17.5 percent increase in the state's
banking assets, assuming a 4.8 percent
capitalization rate on the additional as-
sets (the capitalization rate of the larg-
est bank in Massachusetts at that
time).4 The total capital increase asso-
ciated with all New England savings
banks' conversions between 1984 and
1990 was approximately $2.4 billion.

The capital raised by converting
savings banks should have served as a
cushion when the economy fell into
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1 New England is defined as Connecticut,
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2 The 41 savings banks include five coop-
erative banks and two federal savings banks.

3 Another indicator of the influx of new
capital into a region is bank chartering activity.
In New England, the number of new commer-
cial and savings banks chartered annually in-
creased from one in 1980 to a peak of 26 in
1987, and averaged 19 annually from 1985
through 1991. This rate exceeded the average
annual rate of seven new charters issued be-
tween 1970 through 1984. Of the 171 New
England banks chartered since 1980, 29 (17
percent) failed. In all other regions, 419 of
4,534 (nine percent) of de novo banks failed
since 1980.

4 Stated differently, the largest bank in
Massachusetts could have nearly doubled in
size with the $1.1 billion capital injection. At
year-end 1986, the largest bank in Massachu-
setts was the First National Bank of Boston,
with assets of $25.1 billion and equity capital of
$1.2 billion (4.8 percent capitalization).



recession. Yet, as noted above, those
savings banks that converted between
1984 and 1990 had a higher failure
rate than other savings banks and
commercial banks. This paper exam-
ines why this discrepancy occurred.

The introduction of common eq-
uity required management at con-
verted savings banks to be
accountable to a new constituency —
the shareholder. As part of that duty,
management had a fiduciary responsi-
bility to enhance shareholder value
and generate an adequate return to in-
vestors. Capital raised during conver-
sion led to high capitalization rates
that reduced returns on equity. To in-
crease returns on equity, management
at newly converted savings banks had
several options. The primary strategy
employed was to leverage the bank by
growing assets. This could be accom-
plished by growth in the loan or in-
vestment portfolio, or by acquisition
of another institution. Other possible
strategies included engaging in stock
repurchase programs, increasing the
dividend payout rate, or improving
earnings by increasing efficiencies
and, therefore, lowering noninterest
expense.

Despite the use of these strategies,
many converted savings banks were
unable to earn competitive returns on
equity. By the late 1980s, certain
shareholder groups began to express
their concerns about the low returns
on equity. While management grap-
pled with shareholder issues, the re-
gional economy moved into a
recession. The equity “cushion” se-
cured by converted savings banks
eroded as losses mounted, and ulti-
mately proved to be insufficient to
prevent the failure of many institu-
tions.

This paper first reviews the experi-
ence of New England savings banks
that converted in the 1980s. Topics to
be discussed include the environment
surrounding New England savings
banks at that time, motivations for
mutual-to-stock conversion, and the
sequence of events following the rush
of conversions. As part of this review,
the strategies employed by converted

savings banks are examined. The
financial performance of converted
savings banks is compared with that of
non-converted mutual savings banks
in the region.

Next, this paper examines share-
holders' expectations of expected
earnings growth rates (net income to
common shareholders) for converted
savings banks. These earnings expec-
tations subsequently are related to
banks' financial condition and the re-
gional economy to make inferences
about shareholders' expectations re-
garding banks' strategic plans.

The paper concludes that high as-
set growth rates were required by
the New England converted savings
banks in order to generate adequate
returns on equity for stockholders.
However, as has been demonstrated
by previous examples of bank fail-
ures, rapid growth can be risky. The
experience of converted New Eng-
land savings banks suggests that a
fundamental change in a bank's
strategy requires careful planning
and execution in order to be success-
ful. These lessons are particularly
re levant now, g iven the la rge
number of mutual savings institu-
tions that have been converting to
stock form recently.

Background:  New England
Savings Banks

What Are Savings Banks?

There are two characteristics of
savings banks that deserve considera-
tion before engaging in a review of the
environment surrounding New Eng-
land savings banks in the 1980s. First,
the historical origins and functions of
savings banks were quite different
from those of commercial banks and
savings associations. For these rea-
sons, savings banks were issued a
unique charter type by bank regula-
tors.

Savings banks originated in Europe
as philanthropic institutions, as an at-
tempt to offer the working class a
mechanism for saving and investing
funds.5 The first savings bank in the

United States was chartered in 1816.
While the number of savings banks
has grown over the years, the charter
has not been permitted in all states.6

State-chartered savings banks oper-
ated in 19 states as of December 31,
1993.7

Historically, state-chartered sav-
ings banks have been given broader
lending and investment powers than
savings and loan associations. Never-
theless, in recent years, savings banks
have tended to have a balance sheet
that more closely resembled a savings
and loan association than a commer-
cial bank. Savings banks have tended
to concentrate their assets in long-
term assets such as mortgages, rather
than shorter-term loans such as com-
mercial and industrial loans, yet their
liability structure has tended to be
weighted toward shorter-term funds
such as deposits.8

The second point is that in New
England, and in most other regions,
savings banks have been predomi-
nantly mutual form.9 Mutual form
implies that there are no stockholders
of the institution. The primary impli-
cations of this form of organization are
two-fold. First, it is not possible to ap-
proach the capital markets for addi-
tional equity because the mutual has
not issued any equity stock; hence, all
equity-financed asset growth must be
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5 For a detailed history of savings banking in
the United States, see Ornstein (1985) or
Golembe and Holland (1986).

6 Savings banks were all state-chartered
until 1978, at which time mutual savings banks
were permitted to convert to federal charters by
The Financial Institutions Regulatory and In-
terest Rate Control Act of 1978.

7 Source: Division of Research and Statis-
tics, FDIC.

8 Legislative changes involving expanded
investment powers for banks and thrifts over
the past 15 years have tended to blur the differ-
ences among savings banks, savings and loan as-
sociations, and commercial banks.

9 The proportion of mutual-form savings
banks in New England rose from 70 percent to
75 percent between year-ends 1988 and 1993.
Nationally, the proportion of mutual-form sav-
ings banks rose from 66 percent to 72 percent
over this same interval. This rise was due, in
part, to higher failure rates among stock-form
savings banks.



funded by retained earnings. Second,
the control exerted over management
is more limited with mutual owner-
ship.10

The Changing Environment

The financial-services industry has
been transformed significantly over
the past 20 years. Two important
factors that affected the savings
bank industry were the economy and
banking-related legislation and regu-
lation. In particular, the rising
interest-rate environment of the
1980s precipitated many changes in
the industry. When interest rates rose
significantly in the early 1980s, the
subsequent asset/liability mismatch
caused net interest margins to shrink
dramatically. As a result, numerous
thrift institutions sustained heavy
losses and severe depletion of capi-
tal.11 At the same time, deposit
interest-rate ceilings imposed by
Regulation Q created a disinterme-
diation out of the banking system and
into alternative but higher-yielding
investments.

In response to these problems, leg-
islation in the early 1980s was enacted
to remove interest-rate ceilings12 and
to expand the powers of thrift institu-
tions.13 These laws were intended to
help depository institutions evolve
with the changing economy and com-
pete with other financial institutions.
New England states were on the lead-
ing edge of reform initiatives, allowing
institutions to offer negotiable orders
of withdrawal (NOW) accounts in
1972, and granting state-chartered
savings banks a fair amount of latitude
with respect to powers by the early
1980s:

Of the six New England states,
Massachusetts has done the most
to expand the powers of its state-
chartered thrifts. As of July 1, 1983,
state-chartered mutual savings
banks and cooperative banks in
Massachusetts will have the same
powers as commercial banks. In
Vermont, savings banks may offer all
services offered by commercial
banks except trust services. Maine
and New Hampshire have granted
state-chartered thrifts parity with
federal thrifts in most product

lines, and have established more
liberal lending limits for commer-
cial, industrial and commercial real
estate loans. Connecticut legis-
lated approximate equality be-
tween federal and state thrifts,
while Rhode Island has expanded
thrift powers only in the area of con-
sumer loans. The banking situation
in Rhode Island is unique, however,
since all state-chartered thrifts own
commercial bank subsidiaries.14

The Flurry of Conversions

New England states also author-
ized the conversion of mutual savings
banks to stock form. New Hampshire
allowed savings banks to convert be-
ginning in 1969, with Maine following
in 1975, Vermont in 1981, Connecti-
cut and Rhode Island in 1983, and
Massachusetts in 1985.15

The majority of conversions oc-
curred in 1986, immediately following
the 1985 authorization of conversions
in Massachusetts. Table 1 shows the
year of conversion, number of con-
verted savings banks per year, total as-
sets of converted savings banks as of
the quarter-end after conversion, and
median capital ratios as of the quarter-
ends immediately before and after
conversion. As seen in Table 1, these
conversions increased book capitaliza-
tion rates dramatically.

The Economic Boom

While authorized powers were ex-
panded and mutuals were permitted
to convert, the regional economy was
heating up. In the 1980s, New Eng-
land sustained a decade of strong eco-
nomic growth. This growth increased
the demand for bank lending, and cre-
ated a rich environment for sustained

growth at depository institutions.
This growth-oriented environment is
seen in the following graphs. Figure 1
shows the growth in nonagricultural
employment for the New England re-
gion plotted against the national
growth rate for 1981 through 1993.
For every year between 1983 and
1987, except 1985, the rate of employ-
ment growth in New England ex-
ceeded the national average. This
trend is also evident in Figure 2 —
growth in Gross State Product versus

GDP growth. Office vacancy rates in
Boston and Hartford were low in the
early 1980s, as shown in Figure 3.16

Builders responded accordingly, as
seen in the growth in office stock
shown in Figure 4.

Interstate Banking and
Acquisitions

While the booming economy pro-
vided incentives for growth in loan
portfolios, another legislative devel-
opment allowed banks to expand
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Table 1

New England Savings Banks
($ Millions)

Capital Capital
Number of Ratio Ratio

Year Conversions Assets Before After
1985 5 $1,507 5.55% 12.70%

1986 48 $16,222 6.60% 16.77%

1987 14 $3,140 6.19% 14.04%

1988 5 $1,332 7.73% 11.56%

10 For a discussion of agency conflicts at mu-
tual and stock institutions, see Cordell, Mac-
Donald, and Wohar (1993), or Dunham (1985).

11 In the 1970s, savings and loan associations
were permitted to convert to stock form as a
means of recapitalization. See Williams, Fleck,
and Comizio (1987).

12 The Depository Institutions Deregula-
tion and Monetary Control Act of 1980.

13 The Garn-St Germain Depository Insti-
tutions Act of 1982.

14 FDIC (1983).
15 Source: Conference of State Bank Super-

visors.
16DataareavailableforBoston andHartford,

two large New England metropolitan areas.



across state lines. In 1975, Maine
became the first state to adopt nation-
wide interstate banking. The provi-
sion, effective in 1978, required the
states in which acquiring banks were
located to have a reciprocal interstate
banking agreement. The reciprocity
provision was dropped by Maine in
1983, and all of the state's largest com-
mercial banks were acquired by
emerging regional banks such as Bank
of New England, KeyBanks, Fleet,
and Norstar. Massachusetts and
Rhode Island allowed regional inter-
state banking in 1983, with Connecti-
cut following suit in 1984, and New
Hampshire and Vermont in 1987. By
1990, all New England states had
adopted nationwide interstate bank-
ing.

Given these new acquisition pow-
ers and the strong economy, New
England depository institutions
embarked on a wave of acquisitions.
Recently-converted savings banks be-
came excellent targets for those seek-
ing to expand into new markets.
Table 2 shows the number of transac-
tions announced between 1986 and
1990 involving the acquisition of sav-
ings banks, as well as the median
transaction ratios. Savings banks that
were acquired during this frenzy
rewarded existing shareholders amply,
as institutions were sold at attractive
premiums to current market prices
and well above initial offering
prices.17 Of the 44 transactions an-
nounced between 1986 and 1990, 13
involved an interstate acquisition.18

Acquisition multiples tended to de-
crease after the stock market crashed
in October 1987. Multiples and the
number of acquisitions declined as
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17 The transaction price announced per
share was typically at a premium of 40 to 60 per-
cent above the currently traded price. Of the 21
deals announced for which data are available,
the premium of the acquisition price to initial
offering price ranged from a low of two percent
to 193 percent, with a median value of 90 per-
cent. (Sources: Lyons, Zomback & Ostrowski
and The Center for Research in Security Prices,
University of Chicago.)

18 There were 49 commercial bank transac-
tions announced between 1986 and 1990, 19 of
which involved interstate acquisitions.
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Table 2

Announced Acquisitions of New England
Stock Savings Banks (Median Values)

Price/ Premium Number
Price/ Book Paid for of Deals

Year Earnings Value Depositsa Announced

1986 14.7x 163% 5.03% 6
1987 Q1-Q3 19.2x 129% 4.82% 8
1987 Q4 13.9x 120% 4.61% 5
1988 18.8x 123% 4.46% 12
1989 23.0x 105% 2.04% 8
1990 28.7x 90% -1.78% 5

a Transaction price as a percentage of total deposits of acquired institution.
Source:  Lyons, Zomback & Ostrowski.

Figure 1

Growth in Nonagricultural Employment
New England vs. National

Figure 2

Real Growth Rate in Gross State Product
(Constant 1987 Dollars)



institutions began to suffer from asset
quality problems in the late 1980s.

Motivations for Conversion
What were the motivations for con-

version? First, many savings banks
welcomed an additional source of
capital. Once converted, an institu-
tion would have access to the equity
markets — an option not available to
mutual institutions. For some institu-
tions, the asset/liability mismatch en-
vironment of the late 1970s depleted
capital levels, and a public stock of-
fering represented a faster means of
obtaining capital than earnings reten-

tion. Many banks that chose to con-
vert had lower pre-conversion capi-
talization rates than peers who did not
convert.19

Capital injections and improved
access to capital markets would be
necessary also for banks with strategic
growth plans. The booming New
England economy fostered a wide-
spread perception among bank man-
agement teams that there were
tremendous growth opportunities,
and asset growth was necessary in or-
der to remain competitive. An insti-
tution dependent solely on internal
capital generation such as a mutual

savings bank would not have as much
flexibility to expand its balance sheet
or make acquisitions as an institution
with access to external capital mar-
kets (a stock savings bank). Limita-
tions on the amount of debt allowed
to be counted as capital for regulatory
purposes, along with the difficulty of
tapping the debt markets as a mutual,
made this alternative capital genera-
tion option less useful.

Financial rewards for stockholders
were another motivator, and deposi-
tors and management could become
stockholders.20 An institution that
converted would have the potential to
pay dividends, to experience appre-
ciation in its stock price, and to sell
out to an acquirer at a change-of-
control price representing a premium
to the current share price. A mutual
savings bank did not have the ability
to offer these financial rewards to de-
positors and management. Rather, for
mutuals, including mergers of mutu-
als, rewards to depositors would have
to come through interest and nonin-
terest cost savings, if any. In mergers
of mutuals, management could only
be rewarded through salaries and
benefits.21

Conversion offered a new set of
financial incentives for employees, in
terms of additional forms of remu-
neration. For management, there were
stock options; Employee Stock Own-
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Figure  3
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Office Vacancy Rate

19 For a sample of 54 savings banks that con-
verted to stock form, the median capital-to-
assets ratio averaged 6.78 percent over the four
quarters prior to conversion. A comparison
group of 54 peer banks, however, had average
capitalization of 8.05 percent over the same pe-
riod (see Figure 5).

20 In some mutual-to-stock conversions,
certain insider abuses involving self-dealing or
excessive management remuneration have
been prevalent. The FDIC has been con-
cerned about such abuses, and on June 13,
1994, published a Proposed Rule on Mutual-to-
Stock Conversions and a Notice and Request
for Comment on how the conversion process
should be changed. This is not the focus of this
paper. See Federal Deposit Insurance Corpora-
tion, 12 CFR Part 333, Mutual-to-Stock Con-
versions of State Nonmember Savings Banks,
Federal Register, Vol 59, No. 112, June 13, 1994.

21 A mutual savings bank was not acquired
in the traditional sense because there were no
shares outstanding to be acquired.



ership Plans (ESOPs) were available
for all employees. These incentives
were considered beneficial in attract-
ing and retaining the best employees,
especially in a tight labor market such
as that experienced by New England
in the 1980s.22 Senior management
would have additional responsibilities
and challenges with respect to manag-
ing a publicly held entity.

Finally, the markets were recep-
tive. The stock market was generally
strong, and the underwriters were
successful in placing the new issues
with investors.23

There were several disadvantages
to conversion. A primary disadvantage
was the necessary fundamental rea-
lignment of management responsibili-
ties. After conversion, senior
management, in its capacity as fiduci-
ary, would have to report to and work
in the interests of the shareholders. As
a result, senior management faced in-
creased monitoring by being under
the scrutiny of shareholders and ana-
lysts. The strategies employed by a
mutual savings bank could no longer
apply. While increased monitoring
could have beneficial results — im-
proved efficiencies at the savings
banks — as discussed later, noninter-
est expense ratios did not improve in
the case of converted New England
savings banks.

Stockholder scrutiny resulted in a
“loss” of management control and an
overall change in corporate culture.
The possibility existed for an outside
group, unhappy with the performance
of existing management, to force a
change of control and an ouster of ex-
isting management via a proxy fight.
Additionally, there were increased re-
porting requirements associated with
being a stock institution, including fil-
ings with the Securities and Exchange
Commission.

Moreover, conversions added sub-
stantial equity capital, thereby de-
creasing returns on equity (ROE).
The ROE dilution encouraged bank
managements to adopt strategies to
bolster shareholder returns. It was
not clear at the time of conversion
that low shareholder returns and the

implementation of strategies to im-
prove returns would be a significant
problem for managements.

Post-Conversion Strategies

The conversion process that sav-
ings banks were required to follow by
bank regulators could force bank man-
agement to add more capital than
might be needed. In short, converting
savings banks were required to issue
common stock in amounts based upon
the appraised net worth of the bank.
For details on the conversion process
see Dunham (1985). The increase in
capital ratios after conversion resulted
in a proportional decrease in returns
on equity. Management at converted
savings banks engaged in several
strategies to improve returns on eq-
uity. The primary strategy employed
was asset growth, including growth in
the loan and investment portfolios.
This strategy will be analyzed in the
next section.

Alternative strategies employed
included stock repurchase programs,
increasing the dividend-payout rate,
and/or improving earnings by increas-
ing efficiencies and therefore lower-
ing noninterest expense. The evi-
dence suggests that these strategies
were not utilized extensively by con-
verted savings banks.

Prior to conversion, mutual savings
banks lacked stockholders to whom to
pay dividends. Therefore, after con-
version, dividend policies had to be
established. State regulatory restric-
tions on dividend payouts typically
prohibit an institution from impairing
its capital surplus account and/or limit
a savings bank to pay dividends from
current earnings only. These restric-
tions effectively limited the use of
dividend payouts as a serious leverag-
ing tool.

A review of the 54 converted sav-
ings banks’ dividend policy shows that
dividend rates did increse during the
post-conversion period. The con-
verted banks' median quarterly divi-
dend rate (stock dividends as a
percent of net income) increased
from 14.4 percent four quarters after

conversion to 31 percent eight quar-
ters after conversion. Dividend rates
peaked at 32.8 percent ten quarters
after conversion.24

Analysis of the converted savings
banks' noninterest operating expense
indicates no improvement in operat-
ing efficiency occurred in the post-
conversion period. Total noninterest
expense includes salaries and em-
ployee compensation, expense on
premises and fixed assets, and all
other noninterest expense. The me-
dian total noninterest operating ex-
pense of the converted savings banks
had an average annualized value of
2.14 percent of assets for the four
quarters prior to conversion. Post-
conversion noninterest expense ratios
were comparable, averaging 2.16 per-
cent, 2.09 percent, and 2.15 percent
for the first, second, and third years
after conversion. Moreover, tests of
the statistical significance of differ-
ences in converted and peer banks'
operating expense ratios indicated
they were not significantly differ-
ent.25

Finally, stock repurchases were an-
other means available to converted
savings banks to reduce their capital
ratios and offset ROE dilution. Stock
repurchases are subject to approval at
the state and federal levels because
the strategy involves a direct reduc-
tion in capital. Analysis of the trend in
net sales, conversions, and retire-
ments of capital stock revealed that
only 8.5 percent of converted savings
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22 The average unemployment rate for the
six New England states in the finance, insur-
ance and real-estate industries declined from
2.82 percent in 1984 to 0.93 percent in 1988,
then rose to 5.68 percent in 1991. This unem-
ployment rate remained relatively high in re-
cent years, at 4.35 and 3.70 percent in 1992 and
1993. (Source: Geographic Profile of Employment
and Unemployment, U.S. Department of Labor,
Bureau of Labor Statistics.)

23 See, for example, Zweig (1986).
24 The dividend rates cited here are based

upon quarterly net income and dividend ex-
penditures.

25 Specifically, no statistically significant
difference in the mean operating expense ra-
tios for converted and peer banks was found for
most of the post-conversion period at the 95
percent confidence level.



banks engaged in net stock repur-
chases or retirements. The majority
of converted savings banks (67.9 per-
cent) had no net stock sales or retire-
ments in the three-year period
subsequent to conversion, while 23.6
percent of converted banks had net
stock sales. It is important to note,
however, that the average quarterly
net stock sales in the post-conversion
period were relatively small (about
0.06 percent of assets) compared to
the average net stock repurchases and
retirements (about 0.20 percent of as-
sets).26.

Post-Conversion Financial
Trends

Sample

In order to investigate the motives
and strategies behind mutual-to-
stock conversions, the post-conver-
sion financial performance of a sample
of converted New England savings
banks was studied. Approximately 77
New England savings banks con-
verted from mutual to stock form be-
tween 1984 and 1992.27 Of these 77
banks, a group of 54 banks had suffi-
cient financial information for the
analysis. Specifically, the financial
condition of the banks was obtained
over a period four quarters prior to
conversion and 12 quarters subse-
quent to conversion, thereby allowing
the sample to include the majority of
conversions that occurred during the
peak year of conversions, 1986.28

In order to learn whether the per-
formance of the sample of converted
banks differed materially from that of
other banks in the region, a peer group
of nonconverted (mutual form) sav-
ings banks was selected for analysis.
The peer group consisted of other
New England banks of similar size and
timing of financial data as the group of
converted banks.29 Because financial
trends were presented in terms of an
abstract time measure, i .e. , the
number of quarters from conversion, a
given quarter actually consists of data
for converted banks from several dif-
ferent calendar periods. Therefore,
each converted bank's peer was se-

lected to be another New England
bank of similar size with contempora-
neous financial data.

Financial Performance

As shown in Figure 5 and Table 1,
conversions typically increased the
book equity capitalization of banks
substantially. For the 54 converted
New England savings banks, the me-
dian capital-to-assets ratio increased
from 6.69 percent one quarter prior to
conversion to 15.91 percent upon con-
version.

There are beneficial aspects to in-
creased capitalization. All other fac-
tors held constant, an increase in
capitalization improves the stability
of earnings and reduces the risk of in-
solvency over the business cycle.30

Figure 6 shows that converted savings
banks' returns on assets (ROAs) im-
proved from being less than those of
peers prior to conversion to rates com-
parable to those of peers after conver-
sion. The improvement in ROA was
primarily due to increased net in-
terest margins. Converted savings
banks' interest expense declined after
conversion due to the increased capi-
talization (lower proportion of assets
funded by interest-bearing liabilities).
In addition, interest income increased
after conversion, primarily because of

increases in loans (see Appendix A for
details on profitability trends). Des-
pite this improvement in ROAs, con-
verted banks' ROEs (Figure 7)
generally remained less than those of
peer banks for two years subsequent
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26 The average stock sales, conversions and
retirements used were actual quarterly net ad-
ditions.

27 It is difficult to obtain a precise count of
the number of conversions because complete
records of conversions were not maintained by
federal bank regulators.

28 These 54 converted savings banks were
relatively small in asset size: 33 had assets un-
der $300 million and only two had assets over $1
billion at the time of conversion. In addition,
most of the 54 banks were in Massachusetts
(24) and Connecticut (17). Finally, nine of the
54 banks failed as of year-end 1993.

29 Because the converted banks changed
size substantially during the analysis period,
peers of comparable asset size were paired
with converted banks over time. To allow for
these and other changes, a converted bank
may have its peer replaced two or more times
during the analysis period. This resulted in
the selection of a group of 59 mutual-form
peer banks, 54 of which are paired with the
converted banks at a given point in time.

30 A tenet of corporate finance (not proven
here) is that as the proportion of equity finance
a firm uses increases, the stability of earnings
per share of equity is improved, all other
things being equal.
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Median Capital-to-Assets Ratios
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to conversions. High post-conversion
capitalization rates were a primary
cause of converted savings banks' poor
returns on equity capital.

It is unlikely that the manage-
ments of converted banks sought ad-
ditional capital solely for the purpose
of risk-reduction. Indeed, Figure 8
shows that managements acted
quickly to try to offset the dilution of
returns on equity by decreasing capi-
talization rates through leveraged as-
set growth. Figure 8 presents trends
in the median quarterly asset growth
rates of converted banks and the peer
group. Among converted banks, asset
growth rates rose dramatically upon
conversion, rising to a median quar-
terly rate of 13.8 percent. This re-
flects the fact that the additional
capital was used to support asset
growth rather than to reduce liabili-
ties. To see this, one can partition as-
set growth into the portions funded
by increases in debt (deposit and non-
deposit liabilities) and equity capital.
In the quarter prior to conversion, the
quarterly asset growth for the com-
bined assets of the 54 converted
banks was 13.38 percent. The con-
verted banks' proportional liability
and equity capital growth rates during
this same interval were 1.28 and 12.1
percent, respectively.

In the conversion quarter approxi-
mately 54 percent of the asset growth
occurred in liquid assets (cash bal-
ances and securities) and 41 percent
in loans (Table 3). Subsequent asset
growth among converted banks re-
mained high for the two-year period
following conversion. Nearly all of the
converted banks' asset growth in
quarters 1 through 12 was achieved
through additional lending, although
several savings banks nearly doubled
in size by acquiring other savings banks.
Loan growth fell during quarters 7
through 12 as the regional economy
slid into recession.31 The vast major-
ity of converted banks' loan growth
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Figure 6

Median Return on Assets (Annualized)
The 54 Converted New England Savings Banks
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Median Return on Equity (Annualized)
The 54 Converted New England Savings Banks
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Median Return on Equity (Annualized)
The 54 Converted New England Savings Banks

Table 3

The 54 Converted New England Savings Banks:
Quarterly Changes in Asset Composition

(As a Percent of Total Assets in Prior Quarter)

Quarter from Conversion
Asset Portfolio Item 0 1 2 3 4

Cash Balances Due 0.53% -0.05% -0.43% 0.22% 0.15%
Securities 3.45 1.17 0.42 0.27 0.80
Federal Funds Sold 3.74 -3.74 -0.48 -0.47 -0.26
Net Loans and Leases 5.53 5.52 4.83 4.64 3.64
Trade Account Assets 0.00 0.00 0.03 -0.01 0.02
Premises 0.05 0.04 0.07 0.01 0.08
Real-Estate Owned 0.02 0.00 0.02 0.03 -0.05
All Other Assets 0.06 0.17 0.15 0.25 0.17

Total Asset Growth 13.38% 3.11% 4.61% 4.94% 4.55%

31 As shown in Table 1, a large portion of the
conversions occurred in 1986. Indeed, 67 per-
cent of the 54 conversions followed here oc-
curred in 1986. Consequently, the average loan
growth rates three years after conversions gen-
erally reflect activity in 1989.



was in traditional real-estate lending
for residential dwellings. However,
converted banks also increased lend-
ing in nontraditional areas as well. In
particular, converted banks increased
concentrations in construction and
land development loans to a greater
extent than peer banks (Figure 10).

Figures 8 through 10 indicate that
converted savings banks had different
post-conversion growth and portfolio
strategies than mutual-form peer banks.
Appendix A presents data on the statis-
tical significance of these differences.
Those tests showed that the converted
savings banks' capitalization rates
changed over time, moving from rates
significantly lower than those of peer
banks prior to conversion to post-
conversion rates significantly higher
than those of peer banks (see Appen-
dix A, Table 4).

Converted savings banks' post-
conversion loan growth also exceeded
that of peer banks for a brief period af-
ter conversion. However, asset and
loan growth rates of converted banks
returned to levels similar to those of
peers by about 18 months after conver-
sion. Finally, converted savings banks
increased concentrations in construc-
tion and land development loans sig-
nificantly above those of peer banks in
the post-conversion period. These re-
sults suggest that converted savings
banks had more-aggressive post-
conversion growth and portfolio strate-
gies than mutual-form peer banks. It
should be pointed out that very similar
results were obtained for different sam-
ples of mutual-form peer banks.
Therefore, it is felt that these results
are fairly robust with respect to the
choice of peer banks.

Converted savings banks funded as-
set growth primarily with liabilities in
order to decrease capitalization rates
and leverage earnings, but they were
unable to match asset growth rates with
deposit growth. Competition for
deposits is seen in Figure 11, which
shows the spread between the average
rate for 6-month and 1-year certificates
of deposit in the Boston market and
the Bank Rate Monitor national
average rate. The Boston market rate
exceeded the national average rate for
most of the late 1980s.
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Figure 8

Median Asset Growth Rates (Quarterly)
The 54 Converted New England Savings Banks
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Median Growth in Total Loans (Quarterly)
The 54 Converted New England Savings Banks
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Median Construction and Land Development Loans
The 54 Converted New England Savings Banks
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As a result, converted savings banks
altered their liability composition in
the post-conversion period. Converted
savings banks increased their reliance on
nondeposit liabilities, primarily
through the reported item “other
borrowed money.”32 For the sample of
54 converted savings banks, the me-
dian ratio of other borrowed money to
total liabilities rose from 2.45 percent
to 11.06 percent in the three-year peri-
od subsequent to conversion.33 In con-
trast, for the mutual-form peer banks
the median ratio of other borrowed
money to liabilities remained fairly
steady, varying between zero percent
and 0.2 percent for the same period.

In the three-year period after conver-
sion, the converted savings banks had
an average quarterly asset growth rate
of just over three percent, with 66 per-
cent of that average growth financed
by deposits and 35 percent funded
with nondeposit liabilities.34

Figure 12 shows that converted sav-
ings banks also increased their reliance
upon high-cost liabilities and did so to a
greater extent than their peers. High-
cost liabilities are defined as brokered
deposits plus time deposits of $100,000
or more. For the sample of 54 con-
verted savings banks, the median ratio
of high-cost liabilities to total liabilities
rose from 3.17 percent to 8.18 percent
over the three-year period subsequent

to conversion. For the comparison
group of mutual-form peer banks, the
high-cost liabilities ratio rose from 2.95
percent to 5.97 percent over the same
period. Statistical tests of the sig-
nificance of differences in liability
composition between converted banks
and the comparison group of mutual-
form peers (not presented here) indi-
cate that the differences in the two
groups' reliance upon other borrowed
money and high-cost funds were statis-
tically significant at the 95 percent
confidence level over most of the pre-
and post-conversion periods.

The reliance upon nontraditional
sources of funding, such as high-cost
deposits, by converted savings banks
to fund asset growth has important im-
plications. These changes in liability
composition indicate that the converted
savings banks were unable to expand
their core deposit franchise quickly
enough to support loan growth.35
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Figure 11

Annual Effective Yield Spread
Boston vs. National
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Median High-Cost Liabilities
The 54 Converted New England Savings Banks

32 The funding category “other borrowed
money” is used in the Reports of Condition
and Income that banks are required to file with
federal bank regulators.

33 Banks only report the total value of
“other borrowed money” and not its compo-
nents. Other borrowed money includes items
such as Federal Home Loan Bank (FHLB) ad-
vances, borrowings on a bank's own promissory
notes, and borrowings from Federal Reserve
Banks. Additional data supplied by the Fed-
eral Home Loan Bank of Boston were available
on advances for 25 of the 54 converted savings
banks between 1986 and 1993. For these 25
banks, advances as a percent of total liabilities
increased from 5.45 percent to 12.28 percent be-
tween year-ends 1986 and 1988. For these same
25 banks, advances usage generally fell after
December 1988, and was 7.49 percent of li-
abilities at year-end 1993. However, because
advances data were not available for all 54
banks in our sample, it is not clear whether ad-
vances usage was the cause for the increase in
other borrowed money.

34 Stated differently, the average quarterly
asset growth rate for the converted savings
banks was 3.03 percent between quarters 1 and
12. Over this same period, average deposit
growth was 1.99 percent of assets and nonde-
posit liability growth was 1.05 percent of as-
sets. While some equity financing was used,
the average value was negligible during this
period.

35 Core deposits commonly refer to a
bank's stable deposit base. These deposits
come from depositors who seek traditional
banking services and are not as sensitive to de-
posit interest rates as those depositors who are
not as concerned with banking services. Core
deposits generally are defined as demand and
other transaction accounts plus savings depos-
its of $100,000 or less. Core deposits are con-
sidered low-cost and have low volatility.



Required Growth Rates

So far we have seen that converted
savings banks' ROEs after conversion
were substantially below those of their
peer mutual savings banks. Investors
may tolerate lower ROEs in exchange
for the risk-reducing effect of a higher
level of capitalization, and converted
savings banks generally had much
higher capital ratios than their peers.
However, the post-conversion growth
of these institutions suggests that man-
agement attempted to increase ROEs
and reduce capital ratios. This section
uses a simple approach to determine the
rate of leveraged asset growth that
would have been required to achieve
the same ROEs as existed prior to con-
version, had asset growth been the sole
strategy adopted. To do this, the tar-
get ROE is related to the banks' un-
derlying profit rate on assets (ROA)
and existing capitalization rate. By
definition, the ROE equals the prod-
uct of the ROA and the inverse of the
capital-to-assets ratio (equity multi-
plier). That is,

ROE Net Income
Assets

Assets
Capital

= ( ) * ( )

In the pre-conversion period (during
quarters -4 to -1), the average ROE
among both peer and converted banks
was approximately 15 percent.36 The
overall profit rate on assets, ROA, aver-
aged one percent for the converted sav-
ings banks in the year prior to
conversion. Assuming converted banks
expected this average ROA to persist,
the banks would have needed to re-
duce equity capitalization from an av-
erage rate of 16 percent (at conversion)
to 6.7 percent in order to achieve an
ROE of 15 percent.37 This reduction in
capitalization could be achieved with
various rates of asset growth over a long
or short period. For example, target
capitalization and ROE could be met
with a compound annual leveraged as-
set growth rate of 15.5 percent for six
years, or 19 percent for five years. The
median annual asset growth rates shown
in Figure 6 averaged 12 percent over
the two-year period subsequent to con-
versions. As mentioned previously, lower
capitalization rates decrease the stabil-
ity of earnings per share of common
stock. Therefore, banks' knowingly ac-
cept more risk when leveraging earnings.

It appears that many converted banks
were following a strategy of leveraged
asset growth over a period in excess of
six years as a way to leverage earnings.
The 12 percent median growth rate was
high relative to the 7.71 percent average
asset growth rate among all FDIC-insured
savings banks between 1986 and 1988.

Epilogue
Managements at converted New

England savings banks focused on lev-
eraged asset growth to improve the
rate of return on equity, which was a
key measure of performance for the
banks' new constituency, the share-
holder. However, managements soon
were required to confront a new issue:
small groups of vocal, hostile share-
holders. The booming market for con-
verted thrifts had attracted a new set of
investors. While most savings banks had
converted via community offerings
that placed the majority of stock in the
hands of local depositors (and manage-
ment), non-local or outside investors
began to increase their stock holdings
of converted savings banks. These in-
vestors sought to take advantage of the
strong acquisitions market. Often,
these groups accumulated sufficient
stock in a given institution to solicit a
board seat or otherwise influence man-
agement in an effort to elicit the sale of
the institution. Sale often was viewed
as the best way to maximize shareholder
value, particularly given the difficulty in
raising returns on equity to levels ac-
ceptable to shareholders.

In certain cases, management's at-
tention was diverted from running the
institution to staving off proxy fights
and hostile takeover attempts, and
implementing “poison pills” such as
shareholder rights plans.38 Moreover,
profitability declined among both con-
verted and peer banks over the sample
period, reflecting the widespread prob-
lems resulting from the softening of
New England real-estate markets, as
well as a regional recession in the later
quarters, and increased competition
for deposits to fund the high rates of as-
set growth. Had the regional economy
continued to expand, greater asset
growth might have been possible.
Moreover, if net interest margins and
overall profitability had remained high,

less asset growth would have been nec-
essary to increase or at least maintain
ROEs.

Conclusion
The experience of the converted

New England savings banks has useful
lessons for bankers and bank regula-
tors. High capitalization rates alone do
not provide protection against failure.
In fact, this study finds that the high
capitalization rates achieved upon con-
version to stock form led manage-
ments to engage in rapid asset growth.
When this occurs, additional risk is
borne through rapid loan growth and
credit quality may suffer. This was the
case for the group of 54 converted New
England savings banks; their net loan
and lease charge-offs increased from a
median annual rate of 0.007 percent of
assets one quarter prior to conversion
to 0.110 percent of assets 12 quarters
after conversion.39 Finally, if strategic
growth plans are not well-thought-out,
the bank increasingly may become reli-
ant upon volatile, high-cost liabilities.

Conversion to stock form results in a
fundamental change in the nature of an
institution. Bank managements need to
have well-defined strategic plans, par-
ticularly when planning to expand op-
erations. If growth plans are ill-timed
or not supportable given market oppor-
tunities, severe difficulties may be en-
countered. This study has shown that
the sample of New England converted
savings banks faced these problems and
suffered as a result.
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36 ROEs of publicly traded commercial
banks during the mid-1980s tended to be in
the range of 13 to 15 percent. See Keefe, Bru-
yette & Woods, Inc., Peer Bank Averages.

37 Some improvement in ROA after con-
version may occur with the reduction in total
interest expense associated with increased
capitalization.

38 There were five proxy fights involving
New England savings banks between 1988 and
1990. Source: D.F. King & Co., Inc.

39 Statistical tests of the difference be-
tween converted and mutual-form peer sav-
ings banks' net loan and lease charge-off rates
showed that the converted banks' rates were
significantly higher than those of the peer
banks eight quarters after conversion (at the 95
percent confidence level). Moreover, con-
verted banks' net loan and lease charge-off
rates remained significantly higher than those
of peer banks during the entire third year after
conversion.



APPENDIX A

Statistical Significance Tests
This appendix looks at the statisti-

cal significance of the differences be-
tween converted savings banks' and
peer banks' financial performance.
Specifically, peer banks' financial ra-
tios were subtracted from those of
converted savings banks on a quar-
terly basis. The mean differences in
the two groups' financial ratios were
obtained. Next, the Student's “t” sta-
tistics were computed to test the hy-
pothesis that the mean differences in
the financial ratios were not sig-
nificantly different from zero. Tables
4, 5, and 6 present both the mean dif-
ferences in financial ratios and the as-
sociated Student's t statistics. The
same mutual-form peer bank group
used in the figures is used in Tables 4,
5, and 6. A Student's t statistic of 1.96
or greater means that the mean differ-
ences in the financial ratios are statis-
tically different from zero at the 95
percent confidence level. Mean dif-
ferences in financial ratios greater
than zero result when the converted
banks' mean ratios are greater than
those of peer banks, and vice versa
when mean differences are negative.

Table 4 shows that the converted
savings banks' capitalization rates in-
creased from pre-conversion rates sig-
nificantly lower than those of peer
banks to post-conversion rates signifi-
cantly higher than those of peer
banks. Converted savings banks'
post-conversion asset and loan growth
rates were significantly higher than
those of peer banks for a brief period
after conversion. Converted savings
banks' concentrations of construction
and land development loans were sig-
nificantly greater than those of peer
banks in the post-conversion period.
As stated before, these results gener-
ally held for different peer groups.

Tables 5 and 6 present information
on converted and peer banks' earn-
ings. Table 5 shows that converted
savings banks' ROAs were signifi-
cantly less than those of peers prior to
conversion but, in general, were not

significantly different than peers'
ROAs after conversion. Converted
banks' ROEs generally remained sig-
nificantly less than those of peers for
two years subsequent to conversions.

Table 6 shows that converted
banks were able to earn very favorable
net interest margins (NIMs) after
conversion to stock form. This was
due to declines in interest expense, as
well as increases in interest income.
Interest expense declined primarily
because of the increase in equity capi-

talization, i.e., a reduction in the pro-
portion of assets financed with depos-
its and debt capital. This reduction in
total debt was enough to offset con-
verted banks' increased reliance upon

12

FDIC Banking Review

Table 4

Comparison of the 54 Converted and Peer Banks'
Balance-Sheet Activity

Mean Ratio Differences (t Statistics), Quarterly Growth Rates

Number of Construction
Quarters from Capital/ Asset Loan Loans/

Conversion Assets Growth Growth Assets

-4 -1.54 0.60 -0.08 1.06
(-4.44) (1.38) (-0.12) (2.11)

-3 -1.41 1.63 1.02 0.60
(-4.48) (0.79) (0.61) (1.06)

-2 -1.47 -0.23 0.94 0.94
(-4.45) (-0.49) (1.25) (1.73)

-1 -1.81 1.50 -0.38 1.21
(-5.46) (1.77) (-0.44) (2.09)

0 7.47 9.82 2.88 0.78
(10.43) (8.13) (3.35) (1.30)

1 6.95 0.84 5.50 1.50
(10.18) (1.24) (6.92) (2.41)

2 6.40 2.27 3.16 1.67
(9.50) (2.84) (2.78) (2.63)

3 5.72 2.42 2.59 1.58
(8.52) (2.98) (3.33) (2.59)

4 5.75 0.67 0.89 1.08
(9.96) (0.69) (0.99) (1.55)

5 4.87 1.70 1.96 2.30
(8.88) (2.67) (2.87) (2.89)

6 4.18 3.08 2.38 2.70
(7.25) (2.30) (1.73) (4.06)

7 3.98 0.39 -0.56 3.05
(6.80) (0.59) (-0.80) (3.95)

8 3.49 1.80 1.38 2.77
(5.80) (1.28) (0.79) (3.49)

9 3.25 1.28 2.56 1.95
(5.47) (0.91) (0.88) (2.36)

10 3.03 0.51 0.93 2.12
(5.27) (0.47) (0.85) (2.86)

11 2.19 -2.00 -1.09 2.44
(3.77) (-3.80) (-1.56) (3.50)

12 1.80 -0.59 -1.59 1.47
(3.29) (-0.98) (-2.66) (1.88)

high-cost funding (see Figure 12) in
the post-conversion period. The in-
crease in interest income was attrib-
utable to the large increases in loans
after conversion. Prior to year-end
1987, banks were able to treat all
fees and points associated with loans
as part of current interest and fee
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Table 6

Comparison of the Converted and Peer Banks'
Income and Expenses

Mean Annualized Differences in Rates
as a Percent of Assets (t Statistics)

Number of
Quarters from Net Interest Loss Net Noninterest

Conversion Margins Provisions Income

-4 0.02 0.12 0.06
(0.11) (1.77) (0.55)

-3 -0.12 0.05 0.11
(-0.84) (1.39) (0.81)

-2 -0.04 0.05 0.07
(-0.33) (2.59) (0.65)

-1 0.05 0.05 0.17
(0.34) (1.86) (1.99)

0 0.09 0.02 -0.04
(0.51) (0.75) (-0.25)

1 0.55 0.03 0.21
(4.95) (1.20) (2.11)

2 0.33 0.04 0.06
(2.52) (1.73) (0.59)

3 0.22 0.21 0.01
(1.40) (1.38) (0.10)

4 0.34 0.30 -0.003
(2.32) (1.60) (-0.03)

5 0.29 0.07 0.01
(2.87) (0.89) (0.14)

6 0.24 0.10 -0.01
(2.45) (0.94) (-0.06)

7 0.33 0.36 0.17
(3.71) (2.33) (1.81)

8 0.22 0.44 0.11
(1.97) (2.11) (1.10)

9 0.34 0.80 0.25
(2.71) (2.31) (1.51)

10 0.09 0.47 0.21
(1.04) (3.25) (1.50)

11 -0.005 1.83 0.35
(-0.04) (1.87) (1.60)

12 0.08 0.60 0.22
(0.79) (2.11) (1.52)

Table 5

Comparison of the Converted and Peer
Banks' Profitability

Mean Ratio Differences (t Statistics),
Annualized Profit Rates

Number of
Quarters from Return on Return on
Conversion Assets Equity

-4 -0.29 -0.02
(-2.38) (-0.01)

-3 -0.02 3.55
(-0.13) (1.86)

-2 -0.32 -1.94
(-2.09) (-0.92)

-1 -0.42 -4.06
(-2.45) (-1.43)

0 -0.03 -6.18
(-0.33) (-6.21)

1 0.13 -5.05
(1.51) (-5.44)

2 0.005 -5.26
(0.03) (-4.54)

3 -0.09 -5.41
(-0.52) (-3.97)

4 -0.08 -5.95
(-0.44) (-2.68)

5 0.07 -2.47
(0.59) (-2.21)

6 -0.11 -3.01
(-0.44) (-1.68)

7 -0.28 -6.41
(-1.43) (-2.48)

8 -0.29 -4.82
(-1.34) (-2.43)

9 -0.55 -9.10
(-1.49) (-1.84)

10 -0.46 -7.84
(-2.36) (-2.95)

11 -2.06 -1426.06*
(-1.84) (-1.01)

12 -0.70 -8.78
(-2.28) (-1.69)

* This largevalueresultedfromoneconvertedbank'sROE.

40 The treatment of fee income on loans changed with
Financial Accounting Standards Board Statement 91
(FASB-91), Accounting for Nonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Indi-
rect Costs of Leases. FASB-91 required banks to amortize
most of the fee income associated with mortgage lending.

income (interest income).40 Because the major-
ity of conversions in the sample occurred in
1986, the large increases in real-estate loans
subsequent to conversions generated high fee
income for mortgage lenders.



APPENDIX B

Required Returns to Common
Stockholders

Expected Earnings Growth
Estimates

The previous sections looked at
the strategies used by the converted
savings banks to improve profitability
(ROEs). We were able to determine,
ex post, that strategic plans focused
upon leveraged asset growth. It also
would be interesting to know what
shareholders' ex ante expectations
were regarding strategic plans and the
effect of those plans upon bank earn-
ings. This section used market data
on converted banks' common stock
prices along with their financial data
(income statements and balance
sheets) to address these questions.
First, share prices and financial state-
ments were used to obtain estimates
of expected earnings growth rates, i.e.,
expected growth rates in net income
to common stockholders. Second,
these expected earnings growth rates
were related to banks' profitability
and asset levels in order to make in-
ferences about expected asset growth
rates. The methodology used to ob-
tain expected earnings growth rates is
that presented by Ben-Horim and
Callen (1989). The results of that
analysis are presented next, fol-
lowed by a description of the Ben-
Horim and Callen methodology.

Expected Earnings Growth
Rates

Shareholders' expectations of fu-
ture earnings are generally reflected in
common share prices and returns. As
shown in Figure 13, converted banks'
common stock returns fell soon after
conversion. Figure 13 presents the
trend in the median return on common
shares of a sample of 24 converted
New England savings banks. The 24
savings banks were selected from the
54 banks used in the financial trend
analysis.41 Initially, the performance
of converted savings banks appeared

attractive. However, returns dropped
quickly after conversion and remained
poor for most of the post-conversion
period shown in Figure 13.42

The poor earnings expectations
were reflected in estimates of ex-
pected earnings growth rates. Figure
14 shows the trends in expected earn-
ings growth rates for a small group of
converted savings banks. This group
is a subset of the 24 converted banks
whose share returns are shown in Fig-
ure 13. Earnings data were not avail-
able for all 24 banks in every quarter,
but were available for seven of the
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Figure 13

Median Common Stock Returns (Annualized)
Converted New England Savings Banks
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Figure 14

Median Expected Earnings Growth Rates (Annualized)
Converted New England Savings Banks
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Figure 14

Median Expected Earnings Growth Rates (Annualized)
Converted New England Savings Banks

Figure 13

Median Common Stock Returns (Annualized)
Converted New England Savings Banks

41 Daily stock returns over a three-year peri-
od subsequent to conversions were available for
24 of the institutions in the original group of 54
converted savings banks. Daily returns were
compounded to obtain actual quarterly returns.
The median quarterly returns were then com-
pounded to obtain annualized values.

42 It should be noted that a portion of the
poor post-conversion return performance may
be due to the general stock market “crash” of
October 1987. Although the October 1987 mar-
ket crash would explain poor returns for year-
end 1987, poor performance in other periods
should be determined primarily by bank per-
formance.



original 24 banks. As Figure 14
shows, the expected earnings growth
rates for this group declined over the
post-conversion period.

Expected Asset Growth Rates
In order to relate the expected

earnings growth rates to expectations
about converted banks' asset growth
strategies, one can look at the rela-
tionships between overall profitabil-
ity, asset growth, and resulting
earnings growth. While there is no
formal model for relating earnings ex-
pectations to banks' strategic plans,
inferences were made based upon
bank performance. The expected to-
tal earnings as of the end of the period
can be expressed as the product of the
expected return on end-of-period as-
sets (ROA), and the end-of-period as-
set level.43

E ROA Assets1 1 1= ( ) * ( )

If the overall profit rate on bank as-
sets (ROA) is expected to remain con-
stant over time, then the expected
earnings growth rate will be the same
as that for total assets. If, however,
the ROA is expected to decline, then
the expected earnings growth rate
will be less than that for assets.44 This
latter situation can explain the declin-
ing expected earnings growth rates
observed in Figure 14.

The declining expected earnings
growth rates shown in Figure 14 are in
agreement with the relatively high as-
set growth rates in Figure 6. To see
this more clearly, consider the follow-
ing example. Suppose a bank's ROA
declines from 0.8 percent to 0.7 per-
cent. Suppose also that the bank's

assets increase from $100 million to
$120 million over the period. This
would result in an asset growth rate of
20 percent, yet the earnings growth
rate is only five percent. If, however,
assets had increased to only $110 mil-
lion (ten percent), the earnings
growth rate would be -3.8 percent.
Therefore, the trends in expected
earnings growth rates shown in Fig-
ure 14 are consistent with the hy-
pothesis that shareholders anticipated
moderate leveraged asset growth to
offset a portion of the adverse impact
that weakening ROAs had upon earn-
ings growth rates.

Overall profitability among both
converted and peer savings banks did
decline in the late 1980s and early
1990s (see Figure 6). We do not have
estimates of expected ROAs, nor ex-
pected asset growth. However, it
seems reasonable to expect that
shareholders of the converted savings
banks were aware of the need for lev-
eraged asset growth to bolster profit
rates on equity capital (ROEs). In ad-
dition, shareholders also should have
been aware of the adverse impact of
the regional recession, as well as the
weakening real-estate market upon
savings banks' overall profitability.
Therefore, if ROAs were expected to
decline, the expected growth rates in
earnings for a given quarter would be
less than the expected growth rates in
total assets.

Estimating Expected
Earnings Growth

Standard economic theory states
that market value of any financial
claim is equal to the present dis-
counted value of the stream of earn-
ings the claim is expected to generate.
The discount rate used to value ex-
pected earnings can alternatively be
thought of as investors' required rate
of return or the firm's funding cost.
Because actual earnings may differ
from expectations, the required rate
of return is also an expected rate of re-
turn. Given an expected earnings
stream, investors in debt or equity in-
struments adjust market prices so that
the instrument will yield the required

rate of return. The cost of common
equity capital is, therefore, the dis-
count rate that investors use to value
expected dividends. Equation 1
gives the standard expression for the
present value of a firm's stock. To
simplify the presentation a firm index
is not used in equation 1, leaving im-
plicit the knowledge that all terms
vary across firms.

In this equation, V0 is the current
market share price of a firm's common
stock, dt is the expected value, at time
1, of dividends to be received at time
t, and kt is the expected rate of return
on the firm's stock over period t-1
to t.

1) V
d

kt

t

t
t0

1 1
=

+=

∞

∑
( )

Equation 1 permits a firm's re-
quired returns to vary over time.
While this may be theoretically ap-
pealing, the analysis is greatly simpli-
fied if one assumes a constant
discount rate over time. This con-
stant rate would be an average of the
time-dependent rates. Even with
this simplification, it is not possible to
obtain estimates of the required rate
of return from equation 1 without
knowledge of the expected dividend
stream. If one assumes, for simplicity,
that dividends (earnings) grow at a
constant expected rate, g, equation 1
is further simplified as equations 2
and 3.

2) V
d g

kt

t

t0
1

0 1

1
=

+
+=

∞

∑ ( )

( )

or

3) V
d

k g0
1=

−( )

From equation 3, one obtains the
common expression (equation 4) for
the required return on common eq-
uity capital as the sum of the ex-
pected dividend yield plus expected
growth rate in earnings.

4) k
d
V

g= +1

0

Estimation of equation 4 is made
difficult by the need to project not
only next period's earnings and divi-

15

Converted New England Savings Banks

43 The return on assets can be defined as
the ratio of net income to either average assets
for the period or end-of-period assets. Average
assets are the preferred denominator, because
an average asset value is more reflective of the
asset level which existed over the period to
generate earnings. Period-end assets are used
in this paper in order to simplify the discussion.
Moreover, because quarterly data are used, the
difference between period-end and average as-
set levels should not be large.

44 For infinitesimally small changes in ROA
and assets, the percentage change in earnings
will equal the sum of the percentage changes in
ROA and assets.



dends, but also the future growth rate
in earnings. Ben-Horim and Callen
(1989) show that it is possible to avoid
the need to estimate g by introducing
stock market data on firm value into
equation 4. Specifically, Ben-Horim
and Callen introduce Tobin's q, the
ratio of the market value of a firm to
the replacement cost of its assets
(equation 5).

5) q
V D

RC
=

+0 0

In equation 5, the market value of
the firm is defined as the sum of the
present value of common stock plus
the present value of all other claims on
the firm's earnings and assets (pre-
ferred stock and debt, denoted D0).
The replacement cost of assets is de-
noted as RC. If factor markets are
competitive, replacement costs will
equal the present value of the ex-
pected earnings generated by assets.
In order to simplify the analysis fur-
ther, Ben-Horim and Callen assume
that any invested capital will earn a
constant expected rate of return, r.
Under these assumptions, factor mar-
kets value firm assets in the same way
one would a perpetuity. Thus, the re-

placement cost of assets is equal to the
ratio of expected total earnings in the
next period, E1, to r. Under these as-
sumptions Tobin's q for the levered
firm can be rewritten as:

6) q
V D
E
r

D
=

+

+

0 0

1
0

Ben-Horim and Callen next intro-
duce the firm's dividend and internal
investment decisions into the analysis
by assuming that the firm reinvests a
constant proportion of earnings, b,
each period. It is easy to show that
with this reinvestment policy, the ex-
pected growth rate in earnings, g,
equals the product of the retention
rate times the expected rate of return
on invested capital, i.e., br. Under
these assumptions, the required rate
of return on equity capital can be ex-
pressed as a function of the firm's ex-
pected earnings, reinvestment rate,
and the rate of return on invested
capital.

7) k
b E

V
br=

−
+

( )1 1

0

Rewriting r in terms of Tobin's q,
equation 7 becomes:

8) k
b E

V
b

E q
V D q

= − +
+ −

( )
( )

( )
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1
1

0

1

0 0

or

9) k b
bqV

V D q
E
V

= − +
+ −

[
( )

]1
1
0

0 0

1

0

Ben-Horim and Callen state that
estimation of required returns using
equation 9 is made easier by the fact
that one can avoid estimation of
growth in earnings by using informa-
tion on current market values, re-
placement costs, and earnings. This
is clearly seen in the expression for
the growth rate implied by equation
9.

10) g E
bq

V D q
=

+ −
( )

( )1
0 0 1

Because the expected value of
earnings in the next period equals
this period's earnings times one plus
the growth rate, equation 10 simpli-
fies to:

11)
) )

g
g

E
bq

V D q(
( )

(1 10
0 0+

=
+ −

One may, therefore, solve for the
growth rate in earnings implied by
equation 10 using current market in-
formation.
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